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SUBJECT: Research Cr. Increase Qual. Exp. to 15% and Alt. Increnental Exp. to 90%
of Fed/Long-Term Caregivers &/ G ad Education Excl/NO to 65% & 10- Year

SUWVVARY OF BI LL

This bill woul d:

1. Modify the research credit to increase the state credit for "qualified research
expenses" from 12%to 15% and i ncrease the state alternative increnental
research expense credit to 90% of the prior federal anount, instead of the
existing 80% See “Research Credit” on page 2.

2. Allow taxpayers who are eligible caregivers a $500 non-refundable credit for
each applicable individual to whomthey provide |ong-termcare. An applicable
i ndi vidual may be the taxpayer, spouse of the taxpayer or a qualifying (under
this bill) dependent who has been certified to have | ong-termcare needs. See
“Long-term Caregivers Credit” on page 5.

3. All ow an enpl oyee to exclude fromgross i ncone the anmount that an enpl oyer pays
or incurs, up to $5,250, for the enployee to take graduate |evel courses in
pursuit of a law, business, nedical or another advanced acadenic or
prof essi onal degree begi nning on or after January 1, 2000. See “Graduate
Educati on Excl usi on” on page 9.

4. This bill would increnmentally increase the general net operating |oss (NO)
deduction carry forward anmount under both the Personal |Income Tax Law (Pl TL)
and the Bank and Corporation Tax Law (B&CTL) from 50%to 65% and woul d i ncrease
the NOL carryforward period fromfive years to 10 years. See “Net Operating
Loss” on page 11

This bill also would provide a rural investnent sales tax exenption, nodify the
vehicle licensing fee (VLF) rebate proposed by AB 858, and nake an appropriation
of $2 billion for the VLF rebate. These provisions are not discussed in this

anal ysis as they do not inpact the prograns adm ni stered by the departnent.

SUVVARY OF AMENDMENT

The June 26, 2000, anendnent deleted the prior provisions of the bill (VLF) and
inserted the provisions sunmari zed above.
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EFFECTI VE DATE

As a tax levy, this bill would becone effective i medi ately upon enactnent and
woul d apply to taxable or years beginning on or after January 1, 2000.

SUMVARY OF REVENUE | MPACT

Fi scal Years
Provi sion of Bill ($in mllions)

2000- 01 2001-02 2002- 03
1. Research Credit -$20 - $33 - $40
2. Long-term Caregivers Credit - $48 - $41 - $45
3. G aduate Education Excl usion -$9 -$10 -$10
4. Net Operating Loss -$1 -$5 -$17*
TOTAL -$78 - $89 -$112

* Revenue inpacts increase significantly in future years.

BOARD PGSI TI ON

Pendi ng.

1. RESEARCH CREDI T

SUMVARY

Under the PITL and the B&CTL, this bill would nodify the research credit to
increase the state credit for "qualified research expenses"” from12%to 15% and
increase the state alternative increnental research expense credit to 90% of the
prior federal anmount, instead of the existing 80%

Thi s provision would be known as t he Nakano- Cunneen Research and Devel opnent Act
of 2000.

LEG SLATI VE HI STORY

AB 465 (2000) would increase the state alternative incremental research expense
credit to 85%of the prior federal anount, instead of the existing 80% AB 465
was enrolled on June 22, 2000.

AB 1953 (2000), AB 2592 (2000), SB 1495 (2000) and SB 2200 (2000) woul d increase
the qualified research expense credit percentage and woul d decrease the m ni num
threshold for conputing the credit. AB 1953 was held in Assenbly Appropriations
Conmittee, AB 2592 is in the Assenbly Revenue and Taxation Conmittee, and SB 1495
and SB 2200 are in the Senate Revenue and Taxation Comm tt ee.

SB 705 (Stats. 1999, Ch. 77) increased the state credit for "qualified research
expense" from 11%to 12%

AB 68 (1999) would have increased the qualified research expense credit
percent age and woul d have decreased the mnimumthreshold. AB 68 failed to pass
out of the first house by January 31 of the second year of the session.
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SPECI FI C FI NDI NGS5

Exi sting federal |aw provides for a research tax credit equal to 20% of the
excess of a taxpayer's “qualified research expenses” for a taxable year over its
base anount for that year

A research tax credit also is allowed for corporate cash expenditures (including
grants or contributions) paid for basic research conducted by universities. This
conmponent of the research credit conmputation is comonly referred to as the
“university basic research” credit.

The qualified research expense conponent of the credit applies only to the extent
that the taxpayer's qualified research expenditures for the current taxable year
exceed its base amobunt. The base anmount for the current year generally is
conmputed by nultiplying the taxpayer's “fi xed-base percentage” by the average
anount of the taxpayer's gross receipts for the four preceding taxable years. |If
a taxpayer both incurred qualified research expenditures and realized gross
recei pts during each of at |east three taxable years from 1984 through 1988, then
its “fixed-base percentage” is the percentage that its total qualified research
expendi tures for the 1984-1988 period is of its total gross receipts for that
period (subject to a maxi num percentage of 16% . All other taxpayers, including
any firmthat had both gross receipts and qualified research expenses in the
first taxable year beginning after 1983 (so-called “start-up firns”), are
assigned a fixed-base percentage of 3% In conputing the credit, a taxpayer's
base anobunt nmay not be | ess than 50% of its current-year qualified research
expendi t ures.

Taxpayers may el ect to conpute the qualified research expense conponent of the
credit using the alternative increnmental credit. The alternative increnental
credit is equal to the sumof an increasing percentage of the anount of qualified
research expenses in excess of a percentage of the base anount (the average gross
receipts for the last four tax years) as follows:

?7? 2.65% of qualified research expenses in excess of 1% of base amount but not
nore than 1.5% of the base ampunt.

?? 3.2%of qualified research expenses in excess of 1.5% of base anmobunt but not
nore than 2% of the base anount.

?? 3.75% of qualified research expenses in excess of 2% of base amount.’

Expenditures attributable to research conducted outside the United States do not
enter into the credit conputation. |In addition, the credit is not available for
research in the social sciences, arts, or humanities and is not available for
research to the extent funded by any grant, contract, or otherw se by another
person (or governmental entity).

Exi sting state |l aw conforns with specific nodifications to the federal research
credit, including nodifications to the credit percentage anounts. The credit
percentage is 12%for "qualified research.” The alternative increnental research
expense credit is 80%of the prior federal percentages (1.65% 2.2%and 2.75% or
1.32% 1.76% and 2.20% respectively.

. The federal rates were increased for taxable years beginning on or after June 30, 1999. The previous

rates were 1.65% 2.2% and 2.75% respectively.
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This bill would increase the state credit for "qualified research expenses" from
12% to 15%

This bill also would increase the state alternative increnental research expense
credit to 90% of the prior federal credit amount, instead of the existing 80%
Thus, the prior federal percentages of 1.65% 2.2% and 2.75% woul d be repl aced
with 1.49% 1.98% and 2.48% respectively.

| mpl ement ati on Consi derati ons

| npl enenting this provision would require sone changes to existing tax formns
and instructions and information systens, which could be acconplished during
t he department's normal annual update.

FI SCAL | MPACT

Departnental Costs

This provision would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Revenue | osses are projected as shown bel ow

Fi scal Year Revenue Loss
$ MIlions
2000-01 | 2001-02 2002- 03
Basi c -$16 -$25 -$31
Al RC -$4 -$8 -$9
Tot al -$20 -$33 -$40

Tax Revenue Di scussi on

The research credits generated under current and proposed | aws were

sinul ated for each corporation in a sanple of the 50 corporations with the
| argest research and devel opnment expenses. These simnulations take into
account specific mcro-econonm c data for each corporation such as gross
recei pts, wage, property, and sales factors, net incone, historical research
expendi tures, and detailed tax and financial data. The results of the
sinmul ations are weighted statistically to the population |level. The revenue
| osses are estimated as the differences between the taxes sinmulated under
current and proposed |laws. The revenue inpact under PIT was assuned to be
equal to 4% of the B&CT i npact.

The DOF forecast of corporate profits was used to extrapol ate the estinates
to future years.
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2. Long-term Caregivers Credit

SUMVARY

This bill would allow taxpayers who are eligible caregivers a $500 non-refundabl e
credit for each applicable individual to whomthey provide |ong-termcare. An
applicabl e individual may be the taxpayer, spouse of the taxpayer or a qualifying
(under this bill) dependent who has been certified to have |ong-term care needs.

Thi s provision would be knowmn as the Correa Long-Term Care Act of 2000.

LEQ SLATI VE H STORY

AB 2871 (2000) is alnost identical to this provision of the bill except it
contained an incone limtation and a sunset date. AB 2871 was enrolled on June
22, 2000.

AB 2268 (2000), as introduced, was identical to this provision of the bill.
AB 2268 was held in the Assenbly Appropriations Commttee.

AB 2096 (2000) woul d provide for a $500 credit to taxpayers who provide | ong-term
care to elderly individuals who reside with the taxpayer. AB 2096 is in the
Assenbl y Revenue and Taxation Committee.

AB 2281 (2000) would allow 25% of the cost of long-terminsurance as a deduction
starting in the 2002 tax year and increnentally increasing to 100% begi nning in
the 2007 tax year. AB 2281 is in the Assenbly Revenue and Taxation Conmtt ee.

SPECI FI C FI NDI NGS5

Under federal law, long-termcare services are defined as necessary di agnhosti c,
preventive, therapeutic, curing, treating, mtigating and rehabilitative services
and mai nt enance or personal care services provided to a chronically il
individual. A chronically ill individual is generally defined as an individual
certified annually by a licensed health care practitioner as being unable to
perform (w thout substantial assistance) at |least two of the follow ng activities
of daily living (ADLs): eating, toileting, transferring, bathing, dressing and
conti nence or requires substantial supervision to protect such individual from
heal th and safety concerns due to severe cognitive inpairnent.

Subst anti al assistance woul d i nclude both hands-on assi stance (the physica

assi stance of anot her person w thout which the individual would be unable to
performthe ADL) and stand-by assistance (the presence of another person within
arm s reach of the individual that is necessary to prevent, by physical
intervention, injury to the individual when performng the ADL).

Current federal |aw specifically allows a deduction for nedical expenses for the
unr ei mbursed expenses for qualified long-termcare services provided to the

t axpayer, the taxpayer’s spouse or the taxpayer’s dependents (subject to the
present-law fl oor of 7.5% of adjusted gross incone). Anounts received under a

| ong-term care i nsurance contract (regardless of whether the contract reinburses
expenses or pays benefits on a per diemor other periodic basis) are treated as
rei mbursenment for expenses actually incurred for nedical care.
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Long-term care insurance prem uns, |ike nmedical care insurance preniuns, are
explicitly treated as nedi cal expenses and are deductible on a graduated scale
based on the individual’'s age before the close of the taxable year.

Age of 1 ndividual Maxi mum Deducti on
40 or |ess $200
More than 40 but [ ess than 50 375
More than 50 but | ess than 60 750
More than 60 but |ess than 70 2,000
More than 70 2,500

Current | aw al so excludes fromgross i ncome of the enployee any enpl oyer
contributions to accident and health plans, including contributions to cafeteria
pl ans or “flexible spending arrangenents,” as defined. 1In addition, current |aw
excludes fromgross incone the receipt of benefits fromlong-termcare insurance

Current federal |aw inposes an information reporting requirenment on insurance
conmpani es paying long-termcare benefits. |In addition to the normal reporting
requi rements (identification of the recipients and anounts paid out by the
conpany), the insurance conpany al so nust include the type of policy issued to
the recipient. A penalty excise tax may be inposed on issuers of long-termcare
i nsurance conpanies that fail to satisfy the above requirenents.

Current California law confornms to federal tax provisions related to | ong-term
care.

Federal law allows a $2,750 (for 1999) exenption (deduction frominconme) for each
dependent of the taxpayer. To qualify as a dependent, an individual nust:

(1) be a specified relative or nenber of the taxpayer's househol d;

(2) be acitizen or resident of the U S. or resident of Canada or Mexico;

(3) not be required to file a joint tax return with his or her spouse;

(4) have gross incone bel ow the dependent exenption anmount ($2,750 in 1999) (the
gross inconme threshold test) if not the taxpayer's child; and

(5) generally receives over half of his or her support fromthe taxpayer (the
support test).

California law conforms to the federal definition of a dependent (itens 1 through
5 above.) However, in lieu of a $2,750 deduction fromincone, the state allows a
non-refundabl e credit, $227 for 1999, that is applied against the taxpayer's tax
liability.

This bill would allow a $500 non-refundabl e | ong-term caregiver credit for each
appl i cabl e individual to whomthe taxpayer provides long-termcare. An

applicabl e individual may be the taxpayer, spouse of the taxpayer or a qualifying
(under this bill) dependent who has been certified to have |ong-term care needs.

For purposes of this credit, this bill would broaden the definition of a
dependent in two ways. First, the gross inconme threshold test would increase to
the sum of the federal personal exenption anount, the federal standard deducti on,
and the additional federal deduction for the elderly and blind (if applicable).
In 1999, the gross inconme threshold would generally be $7,050 for a non-elderly
dependent and $8,100 for an elderly or blind dependent. The threshold anpunts
are cal cul ated using the federal anounts.
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Second, the support test would be deened to be net if the taxpayer and an

i ndividual with [ong-term care needs reside together for a specified period.

The I ength of the specified period would depend on the rel ati onshi p between the
taxpayer and the individual with |ong-termcare needs. The specified period
woul d be over half the year if the individual is the ancestor or descendant of
the taxpayer or the taxpayer’s spouse. Oherw se, the specified period wuld be

the full year. |If nore than one taxpayer is an eligible caregiver for the sane
person with |long-termcare needs, then those taxpayers generally nust designate
the taxpayer who would claimthe credit. |If the taxpayers fail to do so or if

they are married to each other and filing separate returns, then only the
taxpayer with the higher nodified federal AG would be eligible to claimthe
credit.

Under this bill, an individual age six or older would be considered to have | ong-
termcare needs if he or she were certified by a |icensed physician (prior to the
filing of a return claimng the credit) as being unable for at |east six nonths

to performat |east three ADLs wi thout substantial assistance from anot her

i ndividual, due to a loss of functional capacity (including individuals born with
a condition that is conparable to a | oss of functional capacity).

A child between the ages of two and six would be considered to have |long-term
care needs if he or she were certified by a |licensed physician as requiring
substantial assistance for at least six nmonths with at |east two of the foll ow ng
activities: eating, transferring and nmobility.

A child under the age of two would be considered to have |ong-termcare needs if
he or she were certified by a licensed physician as requiring for at |east six
nont hs specific durabl e nedical equipnent (for exanple, a respirator) by reason
of a severe health condition or requiring a skilled practitioner trained to
address the child' s condition when the parents are absent.

As under the present-law rules relating to long-termcare, ADLs would be eating,
toileting, transferring, bathing, dressing and continence.

As an alternative to the three ADL test described above, an individual would be
considered to have long-termcare needs if he or she were certified by a |licensed
physician as (a) requiring substantial supervision for at |east six nonths to be
protected fromthreats to health and safety due to severe cognitive inpairment
and (b) being unable for at least six nonths to performat |east one or nore ADLs
or to engage in age appropriate activities as determ ned under regul ations
prescri bed by the Franchi se Tax Board (FTB) in consultation with the Secretary of
Heal th and Wel fare Agency.

This bill would provide that a portion of the period certified by the physician
woul d have to occur within the taxable year for which the credit is clained.

I ndi vi dual s woul d have to be certified by a physician within 39% nonths of the
due date of the return (w thout extension) or such other period as the FTB
prescri bes.

This bill would require the taxpayer to provide a correct taxpayer identification
nunber for the individual with long-termcare needs for which the credit is to be
claimed as well as a correct physician identification nunber for the certifying
physician on the tax return. Failure to provide correct taxpayer and physician
identification nunbers would be subject to the nmathematical error rule.
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Under that rule, the FTB may summarily deny the credit and assess additional tax
due without sending the individual a notice of proposed assessnent. Further, the
taxpayer could be required to provide the physician certification upon the FTB s
request.

Credit ampunts in excess of “net tax” would be carried forward indefinitely.

Pol i cy Consi derations

This provision would raise the foll owi ng policy considerations:

?? This credit would not be limted to taxpayers or applicable individuals
who reside in California.

?? This bill would not actually require the taxpayer to provide |long-term
care to an applicable individual. This bill would only require the
applicable individual to be certified as needing | ong-termcare and that
the applicable individual be the taxpayer, taxpayer’s spouse, or a
gual i fyi ng dependent of the taxpayer

?? This bill would require that any FTB regul ati ons be adopted in
consultation with the Health and Wel fare Agency Secretary governing
physician certification based on one or nore ADL or inability to perform
age appropriate activity. Perhaps the Health and Wl fare Agency woul d be
the nore appropriate agency to adopt such regul ati ons, since the FTB
woul d rely solely on the physician's certification.

| npl enent ati on Consi derati ons

I npl ementing this provision would require sone changes to existing tax forns
and instructions and information systens, which could be acconplished during
the departnent's normal annual update.

FI SCAL | MPACT

Departnental Costs

This bill would not significantly inpact the departnment’s costs.

Tax Revenue Estinmte

Revenue | osses under the PITL for a stand-alone state credit are estimated
to be $48 mllion for fiscal year 2000/2001, $41 million for fiscal year
2001/ 2002 and $45 million for fiscal year 2002/2003.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis proposal.

Tax Revenue Di scussi on

The inpact of this bill would depend upon the nunber of taxpayers eligible
to claimthe credit (estinmated to be 158,000), the average credit clained
and the average credit applied against available tax liabilities.
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This estimate is based on a proration of the estimate calculated by the U S
Treasury for a simlar proposed federal credit.

Starting with the federal inpact on liabilities:

1. The California eligible population is assuned to be 11% of the nation.
2. Because California tax rates and proposed credit are | ower than federal
tax rates and $1, 000 proposed federal credit, it is assumed that the

credit absorption rate would be 75% of the federal (a greater portion of
the calculated credit would not be applied because of insufficient tax
liabilities).
3. Because of the absence of income caps, it is assuned that the eligible
popul ati on would be 7.9%greater than if the caps proposed in federal
| egi slation were applied. This assunption is based on the departnent’s
Personal | ncone Tax nodel for taxpayers above the federal income caps.
4. For the additional 7.9% it is assuned that each taxpayer woul d be able
to absorb the full $500 credit.

3. G aduate Education Excl usion
SUMWVARY

Under the PITL, this bill would allow an enpl oyee to exclude from gross income
the amount that an enpl oyer pays or incurs, up to $5,250, for the enployee to
take graduate |level courses in pursuit of a |law, business, nedical or other
advanced academ c or professional degree. This provision applies only to any
course or education taken at the graduate | evel beginning on or after

January 1, 2000.

Thi s provision would be known as the El aine Al quist G aduate Student Exenption
Act of 2000.

LEG SLATI VE H STORY

AB 1360 (1997/1998) woul d have retroactively allowed an enpl oyee to exclude from
gross income the amount, not to exceed $5,250 per year, that an enployer paid or
incurred for the enpl oyee taking graduate | evel courses other than |aw, nedicine,
veterinary nedi cine or business begi nning June 30, 1996, and before

January 1, 1997, and for any graduate | evel courses on or after January 1, 1997.
AB 1360 failed to pass out of the first house by January 31 of the second year of
the session.

AB 1747 (1997/1998) woul d have all owed an exclusion up to $5,250 annually for
anmounts paid by an enployer for graduate |evel courses beginning on or after
June 30, 1998. AB 1747 was held in the Assenbly Appropriations Commttee.

SB 38 (Ch. 954, Stats. 1996) repealed the state educational assistance federal
conformty provision and adopted a pernanent state provision mrroring federal

| aw by providing that expenses paid by an enpl oyer for an enployee for graduate
courses are not excluded from gross incone.
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BACKGROUND

Federal |aw previously provided an exclusion fromgross inconme, to which state

| aw conformed, not to exceed $5,250 per year for the amount paid or incurred by
an enpl oyer for educational assistance (including tuition, fees, books, supplies,
equi pnent and other simlar expenses) to an enpl oyee for graduate and
under gr aduat e courses taken before Decenmber 31, 1994. The federal and state
provi sions were not operative for taxable years beginning after

Decenber 31, 1994.

I n August 1996, federal law, to which state | aw automatically conforned,
retroactively extended the exclusion fromgross inconme of both undergraduate and
graduat e courses taken before July 1, 1996, and of only undergraduate courses
taken before July 1, 1997.

The follow ng nonth, in Septenber, 1996 (SB 38), the state repealed its
educati onal assistance conformty provision and adopted a pernmanent state
provi sion, which mrrored federal |aw by providing that expenses for graduate
courses are not excluded from gross incone.

The federal Taxpayer Relief Act of 1997 extended the gross inconme exclusion only
for undergraduate courses that begin before June 1, 2000.

SPECI FI C FI NDI NGS5

Current federal and state | aw exclude fromgross incone the anount, not to exceed
$5, 250 per year, paid or incurred by an enployer for educational assistance
(including tuition, fees, books, supplies, equipnent and other sinilar expenses)
to an enpl oyee taki ng undergraduate courses. For purposes of the exclusion,
educati onal assistance does not include courses taken at the graduate |evel

| eading to a | aw, business, nedical or another advanced academ c or professional
degree begi nning after June 30, 1996.

This bill would allow an enpl oyee to exclude fromgross incone, with respect to
any course or education taken at the graduate |evel beginning on or after
January 1, 2000, the anmount that an enpl oyer pays or incurs, up to $5,250, for
t he enpl oyee to take graduate | evel courses in pursuit of a |aw, business,

nmedi cal or other advanced academ c or professional.

| npl enent ati on Consi derati ons

I mpl ementing this provision would require sone changes to existing tax forns
and instructions and information systens, which could be acconplished during
the departnent's normal annual update.

FI SCAL | MPACT

Departnental Costs

This provision would not significantly inpact the departnent’s costs.
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Tax Revenue Estinmate

The revenue | osses fromthis provision are estimated to be $9 mllion for
fiscal year 2000/2001 and $10 million annually for fiscal years 2001/2002
and 2002/ 2003.

This estimate does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis bill.

Revenue Estinmate D scussion

The exclusion for enpl oyer-reinbursed educati onal expenses expired for
graduate | evel courses on June 30, 1996. This bill reinstates the graduate
| evel exclusion for courses beginning on or after January 1, 2000. The 1998
California Statistical Abstract reports approxi mately 197,000 graduate
students in California in 1996. This nunmber was grown at a rate of 2% per
year (213,000 students in 2000). The Department of Education report,
Student Financing of G aduate and Post- Prof essi onal Education 1995/ 1996,

i ndi cates that 20.5% of graduate and professional students receive

assi stance fromtheir enployer. This study also indicates the average | evel
of enpl oyer assistance was $2,821 for the 1995/1996 school year. The
exclusion is capped at $5,250, so it was assunmed that approximately 5% of
enpl oyer expenditures woul d exceed the exenption cap. It was al so assuned
an average tax rate of 8% on the excluded inconme. The resulting revenue
loss is $9 mllion for 2000/ 2001 and $10 mllion annually for 2001/2002 and
2002/ 2003.

4. Net QOperating Loss

SUMVARY

This bill would incrementally increase the general net operating | oss (NOL)
deduction carryforward anount under both the PITL and the B&CTL from 50%to 65%
and woul d increase the NOL carryforward period fromfive years to 10 years. The
bill also would retain current preferential NOL treatnent for new and snall

busi nesses.

Thi s provision woul d be known as the Lenpert Net COperating Loss Act of 2000.

LEG SLATI VE H STORY

AB 724 (1997/1998) would have increnentally increased the anmpbunt of NCL
carryforward over five years until California |aw conforned to federal |aw (100%
carryover), except California | aw woul d have conti nued to not allow carrybacks.
AB 724 failed to pass out of the first house by January 31 of the second year of
t he session.

SPECI FI C FI NDI NGS5

Federal |aw provides that an NOL can be carried back two years and forward 20
years. An NCOL is defined as the excess of allowabl e deductions over gross income
conmput ed under the law in effect for the | oss year.
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Exi sting state | aw conforns to the federal conputation of the NOL. California

does not allow NOL carrybacks. Depending on the type of taxpayer or anmount of a
taxpayer's incone, the anpbunt of the NOL that is eligible to be carried forward
and the nunber of years it can be carried forward will vary.

Exi sting state | aw provides for seven different types of NOLs:

Type of NOL NCL % Al |l owed to Carryover

be Carried Over Peri od

General NCL 50% 5 Years
New Busi ness Year 1 100% 8 Years
Year 2 100% 7 Years

Year 3 100% 6 Years

Eligi ble Small Business 100% 5 Years
Specified D saster Loss 100% 5 Years
50% 10 Years

TTA, LAMBRA & EZ 100% 15 Years

Generally, for nost taxpayers, 50% of the conputed NOL may be carried forward for
five years. Special NOL treatnment as stated in the above chart is provided for
the foll owi ng taxpayers:

?? New businesses that are in a trade or business activity that first commenced in
California after January 1, 1994. “New busi ness” special NOL treatnment also
applies to taxpayers engaged in certain bi opharmaceutical activities for taxable
or incone years beginning on or after January 1, 1997, that have not received
approval for any product fromthe U S. Food and Drug Adm nistration.

?? Eligible small businesses that are in a trade or business with gross receipts,
| ess returns and al |l owances, of less than $1 million during the taxable or incone
year.

?? Taxpayers that suffer a casualty loss in an area declared a disaster area by
the Legislature may carry over 100% of an NOL for five years and 50% of any NOL
remai ning after the first five years for an additional 10 years.

?? Taxpayers that operate a business in a Local Agency MIlitary Base Recovery
Area, a Targeted Tax Area or an Enterprise Zone. However, NOLs generated in
these incentive areas may offset only inconme generated in the incentive areas,
and the taxpayer may claiman NCOL fromonly one incentive area in any year.

Speci al rules apply for taxpayers that have different types of NOLs generated in
the same year. Cenerally, taxpayers operating in various tax incentive zones or
within and outside tax incentive zones nust allocate their overall |oss between
their various zone and non-zone activities. The deduction for such a taxpayer is
limted to the NOL carryforward fromone particular zone |oss to the exclusion of
all other losses or to a carryforward of the entire | oss under the general NOL
rul es.
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This bill would increnmentally increase the current 50% carryforward of the NOL
deduction as foll ows:

?? For taxable and incone years beginning on or after January 1, 2000, and before
January 1, 2002, 55% of the NOL may be carried forward.

?? For taxable and incone years beginning on or after January 1, 2002, and before
January 1, 2004, 60% of the NOL may be carried forward.

?? For taxable and inconme years beginning on or after January 1, 2004, 65% of the
NOL may be carried forward.

This bill also would increase the NOL carryforward period fromthe current five
years to 10 years for all NOLs generated for taxable and incone years begi nning
on or after January 1, 2000.

Al'so, this bill would retain preferential NCL treatnment for new and snal

busi nesses by al so i ncreasing the percentage of NOL carryforward to 55% 60% and
finally 65% (follow ng the sane date increases as above) for the NOL ampunt t hat
exceeds the net “new business” or “eligible small business” NOL. This bill also
i ncreases the carryforward for “new businesses” fromeight years to 10 years and
for "eligible small businesses” fromfive years to 10 years.

| mpl ement ati on Consi derati ons

I npl ementing this provision would require sone changes to existing tax forns
and instructions and information systens, which could be acconplished during
t he department's normal annual update.

Techni cal Consi derati ons

The reference to “subdivision (d)” in clause (ii) of subparagraph (B) of
paragraph (2) of subdivision (b) of section 24416 (page 33, line 27 of the
bill) is incorrect and should be replaced with “subdivision (e).”

FI SCAL | MPACT

Departnental Costs

This provision would not significantly inpact the departnent’s costs.

Tax Revenue Estinmte

Revenue | osses under the PITL and the B&CTL are estimated to be:

Fi scal Year Cash Fl ow | npact
Ef fective 1/1/00

Enact nent Assuned After June 30, 2000

$ MIlions
2000- 2001- 2002- 2003- 2004- 2005- 2006- 2007- | 2008- 2009-
01 02 03 04 05 06 07 08 09 10
-$1 -$5 -$17 - $33 - $50 -$70 - $96 -$127 | -$156 | -$190
Thi s anal ysis does not consider the possible changes in enpl oynent, personal

i ncone,

or gross state product that could result fromthis nmeasure.
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Tax Revenue Di scussi on

Revenue | osses woul d depend on the anmpbunt of additional NOL deductions that
can be applied against taxable incone.

The above estinmates are based on prior year tax return data, the total
amount of operating | osses reported and the anmounts that were applied under
current law to reduce tax liabilities. These data were then sinulated to
determ ne the anmpbunt of additional |osses that could be applied under the
hi gher phase-in limts.



